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Industry and Economic Developments
Executive Summary
• Low interest rates are spurring the sales o f new and existing homes.
Residential and commercial CIRA developments continue to ex
pand and grow in popularity.
• Certain industry matters and other items that may pose audit risks
to practitioners or may be o f interest to practitioners in the CIRA in
dustry include the following: proposed revision o f the AICPA’s inde
pendence ruling on auditing CIRAs; accounting for and reporting o f
personal property o f timeshares; misappropriation o f assets; auditing
loans; tax considerations; classification o f certificates o f deposit; re
porting on required supplementary information; uninsured risks;
environmental remediation liabilities; disclosure o f certain signifi
cant risks and uncertainties.

The U.S. economy is growing steadily, with low in
flation and tight labor markets. Interest rates are
low and expectations are that they w ill remain low. Financial
troubles in Asia and a volatile U.S. stock market will likely have a
negative influence on the U.S. economy, but how significant that
influence will be is difficult to predict. Volatility in the stock mar
ket could cause investors to transfer money into the bond market,
which would cause interest rates to fall further.
Outlook

New home sales are brisk and ahead of prior-year levels. Sales of
existing homes are strong and rising. The continued low level of
interest rates has helped housing sales and made borrowing a
more attractive form of financing major property projects.
The number of common interest realty association (CIRA) de
velopments continues to grow. An estimated 40 million Ameri
cans live in more than 150,000 community associations across the
7

country. O f all new homes built in major metropolitan areas, ap
proximately 60 percent fall within community associations. Also
exhibiting rapid expansion are commercial CIRAs, which include
professional buildings, industrial parks, and shopping centers.
CIRA growth is expected to continue for many years to come.
IAuditors should be aware of matters that relate to
the industry in which their audit clients exist. A
Iconsideration of certain matters in the CIRA in
dustry that may increase audit risk or may be of importance to an
auditor follows.
Assessing
Risk

Proposed Revision of AICPA Independence Ruling
On September 16, 1997 the AICPA’s Professional
Ethics Executive Com mittee issued for comment
an exposure draft of a proposed revision of Ruling No. 31 Under
Rule 101, F in a n cial Interest in a C ooperative, C on dom in iu m Asso
cia tio n , P la n n ed U nit D evelo p m en t, H o m eo w n ers A ssociation,
Tim eshare D evelopm ent, o r O ther C om m on Interest R ealty Associa
tion. The proposed ruling would allow a practitioner to audit a
CIRA he is associated with under certain conditions in which the
CIRA provides services similar to those provided by a municipal
ity. The revised ruling would read as follows:
Rule 101

• Question — A member or member’s firm is associated with
or is a member of a common interest realty association
(CIRA) as the result of the ownership or lease of real estate.
Would the independence of the member or member’s firm
be considered to be impaired with respect to the CIRA?
• Answer — Yes, except independence would not be consid
ered to be impaired with respect to the CIRA if all of the
following conditions are met:
a. The CIRA performs functions similar to local govern
ments, such as public safety, road maintenance, and utilities.
b. The member or m ember’s firm’s annual assessment is
not material to either the member or member’s firm or
the CIRA’s operating budgeted assessments.
8

c. The liquidation of the CIRA or the sale of common as
sets would not result in a distribution to the member or
member’s firm.
d. Creditors of the CIRA would not have recourse to the
member or member’s firm if the CIRA became insolvent.
e. The member or member’s firm does not act or appear
to act in any capacity equivalent to a member of man
agem ent or as an employee for the CIRA, including
membership on the board of directors or committees
(excluding advisory committees as defined in Ethics Rul
ing No. 72 [ET section 191.144-.145]).
If the member or member’s firm has a relationship with a
real estate developer or management company that is asso
ciated with the CIRA, see Interpretation 102-2 [ET sec
tion 102.03] for guidance.
The comment period of this exposure draft ends December 15,
1997. Auditors should m onitor the development of this pro
posed revision to Rule No. 31. The AICPA’s CPA Letter, J o u rn a l
o f A ccou n ta n cy, and Web site at www.aicpa.org/members/div/
ethics/index.htm, provide updated inform ation regarding the
exposure draft.
Personal Property of Timeshares
Recently, there has been uncertainty among practi

Capitalizing
Furnishings tioners about whether timeshare developments

should report personal property that they own and
use to furnish units as assets. Paragraph 2.11 of the AICPA Audit
and Accounting Guide C om m on In terest R ealty A ssociations
(CIRA Guide) states that CIRAs should recognize common per
sonal property, such as furnishings, recreational equipm ent,
maintenance equipment, and work vehicles that is used by the
CIRA in operating, preserving, m aintaining, repairing, and re
placing common property and providing other services, as assets.
CIRAs should report personal property, that is owned by the
CIRA and used as internal unit furnishings for timeshare units, as
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assets, because such property is common personal property that is
used by the CIRA in providing other services.
Auditors should be alert to this issue, inasmuch as a failure to
capitalize furnishings could result in a material misstatement of a
CIRA’s financial statements. The following audit procedures can
aid a determ ination of whether internal furnishings are being
properly accounted for.
• O btaining or updating an understanding of the CIRA’s
policies concerning capitalization of assets
• Inquiring of management about the existence of internal
furnishings and in which financial statem ent accounts
such furnishings are capitalized
• Reviewing expense accounts, maintenance and repairs ac
counts, and other sim ilar accounts for any assets that
should be capitalized
Misappropriation of Assets
The number of fraud cases involving CIRAs and
management companies has risen significantly of
late. Reports of embezzlement are increasing at both small and
large CIRAs. A typical fraud perpetrated by CIRA board mem
bers involves w riting checks to themselves or to companies and
forging the second required signature. CIRA managers who com
m it fraud typically create fictitious vendors and bill the CIRA
with invoices from those vendors. The CIRA’s payment check is
then deposited into the manager’s bank account.
Fraud

Auditors should be concerned about the theft of a CIRA’s assets if
the effect of the theft causes the financial statements to be materi
ally misstated. Fraud often goes undetected and may be concealed
through falsified docum entation, including forgery. Auditors
should be alert to the presence of risk factors or other conditions
that may alert the auditor to a possibility that fraud may exist. In
planning an audit, the auditor should consider fraud risk factors
in accordance with the guidance contained in AICPA Statement
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on Auditing Standards (SAS) No. 82, C onsideration o f F raud in a
F in a n cial S tatem ent A udit (AICPA, P rofessional Standards, vol. 1,
AU sec. 316). Examples of fraud risk factors and other conditions
include the following:
• A lack of segregation of duties among the CIRA board or
CIRA management (Responsibility for financial matters is
largely in the hands of one individual.)
• A lack of CIRA board oversight over financial matters,
such as a failure to review the CIRA’s financial statements
periodically
• Inadequate internal control, such as a failure to prepare and
independently review bank reconciliations, independently
match checks to authorized invoices or payment requests,
and obtain multiple bids for major contracts or projects
• General ledgers that do not balance or subsidiary account
ing records that cannot be reconciled to the general ledger
• Cash shortages that cannot be explained
• Accounts receivable credited without proper authorization
In implementing SAS No. 82, auditors can consult the AICPA’s publi
cation entitled Considering Fraud in a Financial Statement Audit: Practi
ca l G uidance fo r A pplying SAS No. 82 (Product No. 0 0 8 8 8 3 ). This
publication contains practical user-friendly information to help under
stand and follow the requirements o f SAS No. 82. Call the AICPA at
1(800) 862-4272 to order.

An auditor should assess the risk of material misstatement of the
financial statements due to fraud and take into account all identi
fied risk factors and other conditions. After that assessment is
made, a suitable audit response must be developed. In some cases,
even though fraud risk factors have been identified, the auditor’s
judgement may be that audit procedures otherwise planned are
sufficient to respond to the risk factors. In other circumstances,
the auditor may conclude that the conditions indicate a need to
modify procedures.
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Depending on an auditor’s assessment of the risk of material mis
statement due to fraud, the following example audit procedures
may help detect the existence of fraud.
• Review vendor list with appropriate board members or man
agement and investigate any material payments to unknown
or unusual vendors.
• Review bank statements and canceled checks. Look for
material checks made out to cash, employees, or unusual
vendors. For those checks, compare endorsement to payee.
• Examine bank reconciliations. A thorough review of bank
reconciliations is one of the best ways to detect fraud relat
ing to cash.
• Examine m aterial disbursements with m anagement-only
signatures carefully.
• Use substantive analytical procedures, including the devel
opment of an expected dollar amount, at a high level of
precision, to be compared with a recorded amount.
After performing audit procedures, the auditor should evaluate the
test results and communicate any evidence of fraud to board mem
bers in accordance with the guidance contained in SAS No. 82.
Borrowing Money
Given the current low level of interest rates, CIRAs
are increasingly looking at loans from financial
institutions as a method of financing m ajor projects. CIRAs
often lack the reserves necessary to fund major repair or restora
tion projects. Instead of issuing a special assessment, CIRA
board members often find loans as an attractive alternative. A
CIRAs borrowings m ay be a significant component of its finan
cial position. As such, when auditing a CIRAs debt balances au
ditors should:
Loans

• Determine that the CIRA’s articles of incorporation, by
laws, declarations, covenants, and other fundamental doc
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uments allow the CIRA to incur debt. Some CIRAs may
need their members’ approval to take out a loan.
• Determine that all terms, covenants, commitments, and
other matters related to the debt have been complied with
and are disclosed in the financial statements, as appropriate.
• Confirm outstanding debt balances, terms of the debt, and
compliance with covenants with the financial institution.
• Trace the receipt and payment of cash related to the bor
rowing into the proper general ledger accounts and com
pare those transactions to the terms of the debt instrument
for propriety.
• Determine that all required financial statement disclosures
have been made (for example, interest rates, covenants,
m aturity dates, m aturity amounts for each of the next five
years, and pledged assets).
• Determine whether the CIRA meets the criteria of the Fi
nancial Accounting Standards Board (FASB) Statement
No. 107, D isclosures a b o u t F air Value o f F in a n cia l In stru 
m ents (FASB, C urrent Text, vol. 1, sec. F25), as amended by
FASB Statement No. 126, Exemption fr o m C ertain Required
D isclosures a b ou t F inancial Instrum ents f o r Certain N onpublic
Entities (FASB, C urrent Text, vol. 1, sec. F25). If yes, audi
tors should determine that the CIRAs financial statements
comply with the related disclosure requirements.
Tax Considerations
M anagement and auditors should remember that

IRC Section
certain qualifying cooperatives are subject to Sub
277

chapter T and not Internal Revenue Code (IRC)
section 277. To qualify under Subchapter T, a cooperative must
meet three characteristics: (1) subordination of capital, (2) demo
cratic control, and (3) operating at cost. Management and practi
tioners should refer to the applicable IRC and related court cases
for further elaboration.
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Classification of Certificates of Deposit
Certain CIRAs are often classifying investments in
certificates of deposit as cash and cash equivalents.
FASB Statement No. 95, S tatem en t o f Cash Flows (FASB, C urrent
Text, vol. 1, sec. C 25), defines cash as including currency on
hand, demand deposits w ith financial institutions, and other
kinds of accounts that have the general characteristics of demand
deposits. FASB Statem ent No. 95 defines cash equivalents as
short-term, highly liquid investments that are both (1) readily
convertible to known amounts of cash, and (2) so near their ma
turity that they present insignificant risk of changes in value be
cause of changes in interest rates. Generally, only investments
with original m aturities of three months or less qualify under
that definition.
Accordingly, auditors should be aware that investments in certifi
cates of deposit with maturities longer than three months should
be classified as investments in the CIRAs balance sheet.
Required Supplementary Information
In some cases in which a CIRAs financial state
ments do not present the required supplementary
Report
inform ation as instructed by the AICPA’s CIRA
Guide, the auditor’s report has failed to disclose the omission of
the required information.
Accountant’s

Paragraph 7.39 of the CIRA Guide requires an auditor to add an
explanatory paragraph to the auditor’s report when the required
supplem entary information is omitted. The explanatory para
graph may read as follows:
As discussed in Note X, the Association has not estimated the
remaining lives and replacement costs o f the common property
and, therefore, has not presented information about the esti
mates o f future costs o f major repairs and replacements that
will be required in the future that the American Institute o f
Certified Public Accountants has determined is required to
supplement, although not required to be a part of, the basic fi
nancial statements.
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Uninsured Risks
Disaster insurance and other forms of liability in
Contingencies surance have become very expensive for a number
of CIRAs to carry. More and more, a CIRA may
lack sufficient insurance to protect it against significant loss. Al
though insured, some CIRAs carry deductibles that require them
to suffer significant losses before receiving insurance compensa
tion. W hen auditing a CIRA that is exposed to significant unin
sured risks, questions concerning the financial statem ent
implications of such uninsured risks arise. Should uninsured risks
be accrued for? Is financial statement disclosure of an uninsured
risk required?
Loss

W hen addressing these questions, auditors should remember the
following points:
• The absence of insurance against risks of future loss or
damage to an entity’s property by fire, hurricane, wind, ex
plosion, or other similar events does not mean that an asset
has been impaired or a liability has been incurred at the
date of the entity’s financial statements. W ith respect to
events of that type, the condition for accrual is n o t m et
prior to the occurrence of the event because until that time
there is no diminution in the value of the property.
• The sole result of accrual, for financial accounting and re
porting purposes, is allocation of costs among accounting
periods. Anticipation of asset impairments or liabilities or
losses that do not relate to the current or a prior period is
n o t ju s tifie d by the matching concept.
• Generally accepted accounting principles (GAAP) do not
require the disclosure of noninsured or underinsured risks;
however, those disclosures are not discouraged in appropri
ate circumstances.
Auditors should refer to FASB Statement No. 5, A ccou n tin g f o r
C on tin gen cies (FASB, C urrent Text, vol. 1, sec. C59) for further
guidance.
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Environmental Remediation Liabilities
The overabundance of federal and state environ
mental laws and regulations has affected all kinds of
business transactions and has heightened CIRAs’
vulnerability to environmental claims. Under current law, a CIRA
may be held liable in an environmental claim even if the CIRA
was not involved in generating, disposing of, or transporting haz
ardous substances. If the CIRA owns land that was contaminated
by previous owners, the CIRA m ay still become liable for the
cleanup of the site.
Potential
Liability

In addition to being concerned about environmental issues that it
inherits from other parties, a CIRA may have the following envi
ronmental considerations:
• U n d ergro u n d F u el S tora ge Tanks. Heating oil for housing
units and gasoline for vehicles may be stored underground
at a CIRA. Federal, state, and local regulations require
monitoring of those storage tanks for leaks. Also, if leaks
occur, the cleanup of the surrounding soil is expensive.
• W etlands. Federal law protecting wetlands m ay affect a
CIRAs ability to make changes to its property where wet
lands are present.
• Waste D isp osa l P ra ctices. Depending on the types of sub
stances being used and disposed of at a CIRA (for example,
fertilizers and paints), regulations exist that are designed to
prevent the release of hazardous substances into the envi
ronment. These regulations pertain to various matters, in
cluding the types of containers in which the wastes are
stored, and the land and structures surrounding them.
The accounting and disclosure issues related to environmental re
mediation liabilities are complicated. Estimates of environmental
remediation liabilities usually are predicated on subjective infor
mation and numerous judgements about how matters will be re
solved in the future. Such matters generally increase audit risk,
because of the difficulty in identifying and estimating remedia
tion liabilities.
16

As part of the planning process, an auditor should obtain an un
derstanding of the accounting and disclosure requirements for
environm ental rem ediation liabilities, w hich are set forth in
AICPA Statement of Position (SOP) 96-1, E nviron m en tal R em e
diation Liabilities. Through inquiries with management and other
appropriate personnel, knowledge of the CIRA’s operations, in
quiry of the CIRA’s attorneys, reading of the minutes of board
meetings, and examination of other pertinent sources of informa
tion, an auditor obtains an understanding of any potential envi
ronmental remediation liabilities present on the engagement.
For a CIRA with potential exposure to environmental remedia
tion liabilities, the auditor’s understanding of the CIRA’s internal
control generally should extend to controls designed to help
management identify and evaluate environmental remediation li
abilities and loss contingencies.
The auditor’s substantive test of environmental remediation liabil
ities generally consists of testing the accounting estimates recorded
by management, making inquiries of legal counsel or identified
specialists, and obtaining representations from management.
SOP 96-1 contains a thorough explanation of how to audit envi
ronmental remediation liabilities.
Disclosure of Certain Significant Risks and Uncertainties
Auditors should remember that financial statements
prepared in conformity with GAAP need to be pre
pared in accordance with the requirements of the AICPA’s SOP
94-6, D isclosure o f C ertain S ign ifican t Risks a n d U ncertainties.
SOP 94-6

SOP 94-6 requires entities to include in their financial statements
disclosures about (1) the nature of their operations and (2) the
use of estimates in the preparation of the financial statements. In
addition, if specified criteria are met, SOP 94-6 requires entities
to include in their financial statements disclosures about (1) cer
tain significant estimates, and (2) current vulnerability due to
certain concentrations.
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Examples of estimates (that may be particularly sensitive to changes
in the near term) that may be present in the financial statements of
a CIRA include the following:
• Liabilities arising from lawsuits filed against the CIRA
• The collectibility of assessments receivable
• Liabilities arising from environmental remediation
Examples of concentrations that may meet the SOP 94-6 crite
ria for disclosure in a CIRAs financial statements include the
following:
• The available sources o f supply of m aterials, labor, or
services
• The number and amount of loans obtained from a partic
ular lender
• The geographic area in which the CIRA is located
Auditors should consider whether all significant estimates and
concentrations have been identified and considered for disclosure.

Legislative and Regulatory Developments
Legislation and regulation governing CIRAs are primarily devel
oped at the state level. Most states have adopted the principles set
forth in the model legislation drafted by the National Conference
of Commissioners of Uniform State Laws, which includes the
Uniform Condominium Act, the Uniform Planned Community
Act, and the Model Real Estate Cooperative Act. The intent of
these uniform state laws is to encourage consistency among
statutes and to address the conflicting interests of developers,
sponsors, buyers, lenders, and others involved in CIRAs. Most
states use the uniform laws as models for the development of
their own statutes, modifying them to meet individual needs.
federal laws exist, such as the Condominium and Cooperative
Protection and Abuse Relief Act, the Fair Housing Amendments
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Act of 1988, and the Americans with Disabilities Act of 1990,
that were ostensibly enacted to protect people from unfair hous
ing practices and unfair discrimination.
Laws and regulations often have a direct influence on a CIRA's
operations and financial reporting. Therefore, auditors should be
aware of all significant federal, state, and local laws and regula
tions concerning CIRAs, to the extent that noncompliance with
such laws and regulations m ay have a significant effect on the
CIRAs financial statements. Auditors should refer to the applica
ble laws and regulations for further information. In addition, au
ditors should be aware of the following items.
Tax Treatment of Timeshare Associations
As part of the Taxpayer Relief Act of 1997, a bill
was signed into law on August 5, 1997, allowing as
sociations of persons holding timeshare interests in residential
property to be taxed as homeowners’ associations under IRC Sec
tion 528 and file Form 1120-H , U.S. I n co m e Tax R etu rn f o r
H om eow ners A ssociations. It is effective for fiscal years beginning
after December 31, 1996. Auditors m ay w ant to make their
clients aware of the possibility of filing Form 1120-H.
Taxes

Recipients of Government Financial Assistance
Through the Federal Housing Administration, the
United States Department of Housing and Urban
Development (HUD) regulates the development and operation
of all housing projects, some of which include CIRAs, for which
it insures mortgages or provides rent subsidies. CIRAs that re
ceive financial assistance from HUD may be required to submit
audited financial statements to HUD annually. Those audits are
required to be performed in accordance with generally accepted
auditing standards (GAAS), government auditing standards
(GAS; also commonly referred to as the “Yellow Book”) issued by
the Comptroller General of the United States, and the Consoli
dated Audits of HUD Programs, issued by the HUD Office of
the Inspector General.
HUD
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Before accepting HUD audits, auditors should be aware of the
HUD oversight program. HUD Representatives have the author
ity to review workpapers of individual engagements. If HUD de
termines that the audit is not in compliance with the HUD audit
program, the individual (rather than the firm) that performed the
audit can be banned from performing future HUD audits. Fur
thermore, HUD might refer the matter to the individual’s state
board of accountancy.
Auditors of CIRAs that receive financial assistance from HUD
should consider the guidance set forth in SAS No. 74, C om pli
a n ce A u d itin g C onsiderations in A udits o f G overn m en ta l E ntities
a n d R ecipients o f G overnm ental F in a n cial A ssistance (AICPA, P ro
fessio n a l Standards, vol. 1, AU sec. 801).

Audit Issues and Developments
Management Representations
SAS No. 85, M a n a gem en t R epresentations (AICPA,
P rofessional Standards, vol. 1, sec. 333), is effective
lor audits of financial statements for periods ending on or after
June 30, 1998. Earlier application is permitted. The SAS estab
lishes a requirement that an independent auditor, performing an
audit in accordance with GAAS, obtain written representations
from management for all financial statements and periods covered
by the auditor’s report. Additionally, the SAS provides guidance
concerning the representations to be obtained. An illustrative
management representation letter is included in the Statement.
SAS No. 85

Communications Between Predecessor and Successor Auditors

I

SAS No. 84, C om m u n ica tion s B etw een P redecessor
a n d S uccessor A uditors (AICPA, P rofession a l S tan
dards, vol. 1, sec. 315), is effective with respect to acceptance of
an engagement after March 31, 1998. Earlier application is per
mitted. This Statement provides guidance on communications
between predecessor and successor auditors if a change of audi
tors is in process or has taken place. It also provides communi
cations guidance if possible m isstatem ents are discovered in
SAS No. 84
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financial statements reported on by a predecessor auditor. The
SAS applies whenever an independent auditor is considering ac
cepting an engagement to audit or reaudit financial statements in
accordance w ith GAAS, and after such auditor has been ap
pointed to perform such an engagement.
Establishing an Understanding With the Client
SAS No. 83 and Statement on Standards for Attes
tation Engagements (SSAE) No. 7, E stablishing an
U nderstanding With th e C lient, are effective for en
gagements for periods ending on or after June 13, 1998. Earlier
application is permitted. The SAS and SSAE —
SAS No. 83
SSAE No. 7

• Require the practitioner to establish an understanding
with the client that includes the objectives of the engage
ment, the responsibilities of management and the auditor,
and any limitations of the engagement.
• Require the practitioner to document the understanding
with the client in the workpapers, preferably through a
written communication with the client.
• Provide guidance for situations in which the practitioner
believes that an understanding w ith the client has not
been established.
The SAS also identifies specific matters that ordinarily would be
addressed in the understanding with the client, and other contrac
tual matters an auditor might wish to include in the understanding.
Consideration of Fraud in a Financial Statement Audit
SAS No. 82, C onsideration o f F raud in a F in a n cial
S tatem ent Audit, is effective for calendar year 1997
financial statement audits. The auditor has a responsibility to
plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of m aterial m isstate
ment, whether caused by error or fraud. This Statement provides
guidance to auditors in fulfilling that responsibility, as it relates to
fraud, and specifically —
SAS No. 82

• Describes fraud and its characteristics.
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• Requires the auditor to specifically assess the risk of material
misstatement due to fraud and provides categories of fraud
risk factors to be considered in the auditor's assessment.
• Provides guidance on how the auditor responds to the re
sults of the assessment.
• Provides guidance on the evaluation of audit test results as
they relate to the risk of material misstatement due to fraud.
• Describes related documentation requirements.
• Provides guidance regarding the auditor’s communication
about fraud to m anagem ent, the audit com m ittee, and
others.
Notwithstanding the auditor’s responsibility discussed in the pre
ceding paragraph, management is responsible for adopting sound
accounting policies and for establishing and maintaining internal
control that will, among other things, record, process, summa
rize, and report transactions consistent with management’s asser
tions embodied in the financial statements.
Auditing Investments
SAS No. 81, A uditing Investm en ts (AICPA, P rofes
sio n a l Standards, vol. 1, AU sec. 332), is effective
for audits of financial statements for periods ending on or after
December 13, 1997. This Statement provides guidance to audi
tors in auditing investments in debt securities and equity securi
ties, and investments accounted for under APB Opinion No. 18,
The E quity M eth od o f A ccounting f o r Investm ents in C om m on Stock
(FASB, C urrent Text, vol. 1, sec. I82).
SAS No. 81

Significant requirements of this Statement include the following:
• Use of procedures to obtain evidence about the existence,
ownership, and completeness of investments, including
confirmation with various parties or physical inspection
• Review of accounting policies for conformity with GAAP,
including financial statement disclosures
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• Consideration of whether investment activities corrobo
rate or conflict with management’s stated intent and the
appropriateness of the classification of investments under
FASB Statement No. 115, A ccou n tin g f o r C ertain In vest
m ents in D eb t a n d E quity S ecu rities (FASB, C urrent Text,
vol. 1, sec. I80)
• Assessment of the reasonableness of any model used to de
termine fair value (In some instances, the auditor will need
to involve specialists to make this judgment.)
• Evaluation of m anagement’s conclusions about the exis
tence of an other-than-temporary impairment condition
In addition, this Statement provides auditing guidance on invest
ments accounted for using the equity method of accounting.
Evidential Matter
SAS No. 80, A m endm en t to S tatem en t on A uditing
|Standards No. 31, E viden tial M atter (AICPA, P ro
fe s s io n a l S tandards, vol. 1, AU sec. 332), incorporates guide
lines related to evidential matter that is in electronic format. SAS
No. 80 states:
In entities where significant inform ation is transmitted,
processed, maintained, or accessed electronically, the auditor
may determine that it is not practical or possible to reduce de
tection risk to an acceptable level by performing only substan
tive tests for one or more financial statement assertions.

Auditors need to assess the audit approach on their engagements,
in light of the guidance in SAS No. 80.
Auditors will benefit from reading the AICPA Auditing Procedure
Study entitled The Inform ation Technology Age: E vidential M atter in
the Electronic E nvironment (Product No. 0210 6 8 ). This study provides
guidance to auditors in applying SAS No. 3 1, as amended by SAS
No. 80, in the audit o f financial statements o f an entity in which sig
nificant information is in electronic format. Call the AICPA at 1 (800)
862-4272 to order.

SAS No. 80
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Extended Audit Services
The AICPA adopted an interpretation under Rule
101, In d ep en d en ce (AICPA, P rofession al Standards,
vol. 2, ET sec. 101), related to extended audit services, which
m ay include an extension of audit service beyond the require
ments of GAAS. This interpretation provides the auditor with
guidance for m aintaining an appropriate level of independence
when providing extended audit services to audit clients.
Rule 101

Lawyers’ Responses to Audit Inquiry Letters
In January 1997, an auditing Interpretation of SAS
No. 12, In q u iry o f a C lient’s L aw yer C on cern in g Lit
iga tio n , C laim s, a n d A ssessm ents (AICPA, P rofes
sion a l Standards, vol. 1, AU sec. 337), was issued entitled Use o f
E xplanatory L anguage C on cern in g U nasserted P ossible C laim s o r
Assessments in L awyers' Responses to A udit In q u iry Letters (AICPA,
Professional Standards, vol. 1, AU sec. 9337.31-.32). The Interpreta
tion indicates that the inclusion of certain explanatory comments to
emphasize the preservation of the attorney-client privilege, in re
sponses by lawyers to audit inquiry letters, does not result in an
audit scope limitation. The Interpretation also reminds auditors of
the requirement in SAS No. 12 to obtain the lawyers acknowledg
ment of his responsibility to advise and consult with the client con
cerning financial statement disclosure obligations for unasserted
possible claims or assessments.
Lawyers'
Letters

Auditor’s Responsibility for Information in Electronic Sites
An Interpretation of SAS No. 8, O ther In form ation
in D ocu m en ts C on ta in in g A u dited F in a n cia l S tate
m en ts (AICPA, P rofession a l S tandards, vol. 1, AU
sec. 350) was issued in March 1997, entitled O ther In form ation in
E lectronic Sites C ontaining A udited F in a n cial Statem ents (AICPA,
P rofessional Standards, vol. 1, AU sec. 9550.16—.18). It explains
the auditor’s responsibility for other information in an electronic
site, such as an institution’s location on the W orld W ide Web,
when a client puts its audited financial statements and accompa
nying auditor’s report on the site. The Interpretation states that
Electronic
Sites
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electronic sites are a means of distribution and are not “docu
ments,” as that term is used in SAS No. 8. Thus, auditors are not
required by SAS No. 8 to read information contained in elec
tronic sites, or to consider the consistency of other information in
electronic sites with the original documents.
Auditors may be asked by their clients to render professional ser
vices about information in electronic sites. Such services, which
might take different forms, are not contemplated by SAS No. 8.
Other auditing or attestation standards may apply, for example,
agreed-upon procedures pursuant to SAS No. 75, E ngagem ents to
Apply A greed-U pon P rocedu res to S p ecified Elements, A ccounts, or
Item s o f a F in a n cia l S ta tem en t (AICPA, P rofession a l Standards,
vol. 1, AU sec. 622), or SSAE No. 4, A greed-U pon P rocedu res En
ga gem en ts (AICPA, P rofessional Standards, vol. 1, AT sec. 600),
depending on the nature of the service requested.

Accounting Developments
FASB Statement No. 107 Exemptions
In December 1996, the FASB issued FASB State
ment No. 126, E xem ption fr o m C ertain R eq u ired
D isclosures a b o u t F in a n cia l In stru m en ts f o r C ertain
N o n p u b lic E n tities. This Statem ent amends FASB Statem ent
No. 107, D isclosures a b o u t F air Value o f F in a n cia l In stru m en ts,
to make the disclosures about the fair value of financial instru
ments prescribed in FASB Statement No. 107 optional for enti
ties that meet all the following criteria:
FASB
No. 126

a. The entity is a nonpublic entity.
b. The entity’s total assets are less than $100 million on the
date of the financial statements.
c. The entity has not held or issued any derivative financial
instruments, as defined in FASB Statement No. 119, D is
clo su re a b o u t D eriv a tiv e F in a n cia l In stru m en ts a n d F air
Value o f F in a n cial Instrum ents (FASB, C urrent Text, vol. 1,
sec. F25), other than loan commitments, during the re
porting period.
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FASB Statement No. 126 shall be effective for fiscal years ending
after December 15, 1996. Earlier application is permitted in fi
nancial statements that have not been issued previously.
Deferral of Certain FASB Statement No. 125 Provisions
In December 1996, the FASB issued FASB State
ment No. 127, D eferral o f th e E ffective D ate o f Cer
tain P rovisions o f FASB S tatem en t No. 125 (FASB,
C urren t Text, vol. 1, sec. F38). FASB Statement No. 125, Ac
co u n tin g f o r Transfers a n d S ervicin g o f F in a n cial Assets a n d Extin
guishm ents o f Liabilities (FASB, C urrent Text, vol. 1, secs. F35 and
F38), was issued in June 1996 and establishes, among other things,
new criteria for determining whether a transfer of financial assets in
exchange for cash or other consideration should be accounted for
as a sale or as a pledge of collateral in a secured borrowing. FASB
Statement No. 125 also establishes new accounting requirements
for pledged collateral. As issued, FASB Statement No. 125 is effec
tive for all transfers and servicing of financial assets and extin
guishments of liabilities occurring after December 31, 1996.
FASB
No. 127

FASB Statement No. 127 defers for one year the effective date (a)
of paragraph 15 of FASB Statement No. 125 and (b) for repurchase
agreement, dollar-roll, securities lending, and similar transactions,
of paragraphs 9 to 12 and 237(b) of FASB Statement No. 125.
FASB Statement No. 127 provides additional guidance on the
types of transactions for which the effective date of FASB State
ment No. 125 has been deferred. It also requires that if it is not
possible to determine whether a transfer occurring during calen
dar-year 1997 is part of a repurchase agreement, dollar-roll, secu
rities lending, or similar transaction, then paragraphs 9 to 12 of
FASB Statement No. 125 should be applied to that transfer.
All provisions of FASB Statement No. 125 should continue to
be applied prospectively, and earlier or retroactive application is
not permitted.
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Capital Structure
In February 1997, the FASB issued FASB State
ment No. 129, D isclosure o f In form ation a b ou t Cap
ita l S tructure (FASB, C urrent Text, vol. 1, sec. C24).
This Statement establishes standards for disclosing information
about an entity’s capital structure. It applies to all entities. This
Statement continues the previous requirements to disclose certain
inform ation about an entity’s capital structure found in APB
O pinions 10, O m n ibu s O p in ion — 1966, and 15, E arnings p e r
Share, and FASB Statem ent No. 47, D isclosu re o f L ong-T erm
O bligation s (FASB, C urrent Text, vol. 1, sec. C 32), for entities
that were subject to the requirements of those standards. This
Statement eliminates the exemption of nonpublic entities from
certain disclosure requirements of APB Opinion 15 as provided
by FASB Statement No. 21, Suspension o f th e R eporting o f Earn
ings p e r Share a n d S egm en t In form a tion by N onpublic E nterprises
(FASB, C urrent Text, vol. 1, sec. E09). It supersedes specific dis
closure requirements of APB O pinions 10 and 15 and FASB
Statement No. 47 and consolidates them in this Statement for
ease of retrieval and for greater visibility to nonpublic entities.
FASB
No. 129

This Statement is effective for financial statements for periods
ending after December 15, 1997. It contains no change in disclo
sure requirements for entities that were previously subject to the
requirements of APB Opinions 10 and 15 and FASB Statement
No. 47.
FASB Statement No. 129 applies to CIRAs because their mem
bership interest represents evidence of ownership rights.
Comprehensive Income
In June 1997, the FASB issued FASB Statement
No. 130, R ep o rtin g C om p reh en siv e In co m e. This
Statement establishes standards for reporting and
display of comprehensive income and its components (revenues,
expenses, gains, and losses) in a full set of general-purpose finan
cial statements. This Statement requires that all items that are
required to be recognized under accounting standards as compoFASB
N o. 130
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nents of comprehensive income be reported in a financial state
ment that is displayed with the same prominence as other finan
cial statements. This Statement does not require a specific format
for that financial statement but requires that an enterprise display
an amount representing total comprehensive income for the pe
riod in that financial statement.
This Statement requires that an enterprise (a) classify items of
other comprehensive income by their nature in a financial state
ment and (b) display the accumulated balance of other compre
hensive income separately from retained earnings and additional
paid-in capital in the equity section of a statement of financial
position.
This Statement is effective for fiscal years beginning after Decem
ber 15, 1997. Reclassification of financial statements for earlier
periods provided for comparative purposes is required.
Participating Mortgage Loan Borrowers
In M ay 1997, the AICPA issued SOP 97-1, Ac
co u n tin g by P articip a tin g M ortga ge Loan B orrowers.
The SOP establishes the borrower’s accounting for a participating
mortgage loan if the lender participates in increases in the market
value of the mortgaged real estate project, the results of opera
tions of the mortgaged real estate project, or both. The SOP is ef
fective for financial statements issued for fiscal years beginning
after June 30, 1997. Earlier application is encouraged. The effect
of initially applying the SOP should be reported as a cumulative
effect of a change in accounting principle.
SOP 97-1

Environmental Remediation Liabilities
In October 1996, the AICPA issued SOP 96-1, En
v iro n m en ta l R em ediation L iabilities. The SOP sets
requirements about recognizing, measuring, and accruing envi
ronm ental rem ediation liabilities. Related disclosure require
ments are also provided. The provisions of this SOP are effective
for fiscal years beginning after December 15, 1996. The effect
of in itially applying this SOP shall be reported as a change in
SOP 96-1
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accounting estimate. Restatement of previously issued financial
statements is not permitted.

Information Sources
Further inform ation on matters addressed in this A udit Risk
Alert is available through various publications and services listed
in the table at the end of this document. M any publications and
services involve a charge or membership requirement.
Fax services allow users to follow voice cues and request that se
lected documents be sent by fax machine. Some fax services re
quire the user to call from the handset of the fax machine, others
allow users to call from any phone. Most fax services offer an
index document, which lists titles and other information describ
ing available documents.
M any private companies, professional and trade associations, and
government agencies allow users to read, copy, and exchange in
formation electronically through the Internet’s World W ide Web.
Recorded announcements allow users to listen to announcements
about a variety of recent or scheduled actions or meetings.

This Audit Risk Alert replaces C om m on Interest R ealty A ssociations
Industry D evelopm ents— 1995/96.

Practitioners should also be aware of the economic, industry, reg
ulatory, and professional developments described in A udit Risk
A lert— 1997/98 and C om p ila tion a n d R eview A lert— 1997/98,
which may be obtained by calling the AICPA Order Department
at 1 (800) TO - AICPA or 1 (800) 862-4272.
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O rder D epartm ent
P.O. Box 5116
Norwalk, CT
06856-5116
(203) 847-0700, ext. 10

Financial Accounting
Standards Board

National Association of
Housing Cooperatives

1614 King Street
Alexandria, VA 22314
(703) 549-5201

Community Associations 1630 Duke Street
Alexandria, VA 22314
Institute
(703) 548-8600

Order D epartm ent
Harborside Financial
Center, 201 Plaza Three
Jersey City, NJ
07311-3881
(800) TO - AICPA
or (800) 862-4272

G eneral Inform ation

American Institute
of Certified Public
Accountants

Organization
24 H our Fax H otline
(201) 938-3787

Fax Services

INFORMATION SOURCES

Action Alert Telephone Line
(203) 847-0700 (ext. 444)

www.fasb.org

www.caionline.org

AcSec Telephone Line
(212) 596-6008

R ecorded A nnouncem ents

www.aicpa.org

In ternet

w w w .a ic p a .o rg
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